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Not�All�Credit�Enhancement�Programs�Created�Equal
Municipal Bond Strategy Report

 Strategy Highlights

• State credit enhancement programs are intended
to provide additional security for bondholders of
local school-district bonds. Given that investors
understand the nuances of different programs,
these local school-district bonds can provide
an effective way to improve the quality and
diversification of a municipal bond portfolio.

• The purpose of state credit enhancement
programs is to provide a safety net, and the
degree of value added is dependent upon the
type of support, the credit quality of the state
relative to the issuing district’s credit quality, and
the timing of the cash infusion by the state for
debt service.

• Not all credit enhancement programs are created
equal. We have identified four broad categories
into which the major credit enhancement
programs fall: state-aid intercept/withholding,
state appropriation, state guarantee, and state
permanent funds.

For more information:

Individuals can obtain the full research report with
full disclosures on any of the companies mentioned
in this report by contacting a local Edward Jones
financial advisor, or write to: Edward Jones,12555
Manchester Road, St. Louis, MO 63131.
Information about research distribution is available
through the Investments & Services link on
www.edwardjones.com.

State�credit�enhancement�programs�are�designed�and�intended
to�boost�the�credit�quality�of�bonds�of�a�particular�issuer,�usually�a
public�school�district.�Bonds�backed�by�such�programs�offer�a�way�to
improve�the�quality�and�diversification�of�a�municipal�portfolio�in�which
investors�get�local�exposure�with�some�backing�from�the�state.�While
credit�enhancement�programs�provide�an�additional�layer�of�safety
for�bondholders,�they�can�also�benefit�the�issuer�by�lowering�their
borrowing�costs,�since�the�local�district�is�able�to�borrow�based�on�the
credit�strength�of�the�program�backing�the�bonds.

However,�not�all�credit�enhancement�programs�are�created�equal.
While�some�program-backed�bonds�have�credit�ratings�that�are
aligned�with�those�of�the�respective�states,�others�have�ratings
independent�of�the�state�and�based�on�a�permanent�fund�that�secures
the�bonds�or�otherwise.�Additionally,�support�for�some�bonds�is�limited
to�an�annual�appropriation�amount�by�the�state,�while�others�have
standing�appropriations�providing�full�support�to�the�bonds.

While�the�characteristics�of�the�various�programs�vary�by�state,�we
have�identified�four�broad�categories�of�types�of�backing:

1.�State-Aid�Intercept/Withholding�Programs
The�foundation�of�a�state-aid�intercept�or�withholding�program�is�the
state-aid�payments�that�are�periodically�disbursed�to�school�districts.
When�a�state�provides�intercept�support�to�the�district’s�bonds,�it
essentially�diverts�the�district’s�share�of�state�aid�to�the�bond-paying
agent�in�the�event�the�issuer�cannot�make�its�full�and�timely�debt-
service�payment.�While�the�basic�mechanism�is�similar�for�all�intercept
programs,�there�are�differences�in�the�level�of�support�provided�by�the
state.

Among�intercept�bonds,�the�highest-rated�ones�usually�have�full�and
timely�debt-service�support�from�the�state�regardless�of�the�amount
of�unpaid�state�aid�remaining�at�the�time�of�the�intercept.�In�this�case,
the�state�stands�behind�the�bonds�no�matter�how�much�is�needed�to
cover�debt�service�for�the�bonds.

Equally�strong�in�many�cases�would�be�bonds�that�have�limitations�on
support�to�the�amount�of�unpaid�aid.�These�states�typically�maintain
an�amount�in�remaining�state�aid�that�is�some�multiple�of�maximum
annual�debt�service�(MADS);�usually�two�times�the�MADS.�Such�a
practice�reduces�the�likelihood�that�the�state�aid�will�be�insufficient�to
fully�cover�debt�service.

There�are,�however,�intercept�programs�that�do�not�provide�full
and�timely�payment�support�or�any�coverage�requirements.�These
programs�are�generally�rated�lower�by�rating�agencies�due�to�the
weaker�and�uncertain�security.
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2.�Appropriation�Programs
State�appropriation�programs�involve�the�state’s
ability�to�allocate,�or�appropriate,�funds�to�provide
debt�service�for�a�participating�local�government.
The�two�types�of�appropriations�are�standing
appropriation�and�annual�appropriation.�Standing
appropriations�are�usually�rated�at�the�same�level�as
the�state�and�are�not�subject�to�appropriation�risk.
The�other�type�are�annual�appropriation�programs,
which�are�subject�to�appropriation�risk�each�fiscal
year�and�are�therefore�usually�rated�a�notch�below
the�state’s�rating.

3.�State�Guarantee�Programs
State�guarantee�programs,�as�the�name�suggests,
provide�guarantees�for�school�bonds,�typically�for
general�obligation�bonds.�In�the�event�that�a�school
district�is�unable�to�pay�debt�service�on�its�bonds,�the
state�has�guaranteed�the�bonds.�It�is�required�to�use
its�general�fund�or�other�available�funds�to�pay�debt
service�on�the�district’s�behalf.�Bonds�guaranteed
under�these�programs�are�generally�rated�in�line�with
the�state�guaranteeing�the�bonds.

4.�State�Permanent�Fund�Programs
State�permanent�funds�are�typically�constitutionally
created,�and�the�funds'�balance,�or�corpus,�are�used
as�security�for�the�bonds.�An�important�fact�to�note
about�state-permanent-fund-backed�bonds�is�that
their�credit�quality�and�ratings�are�independent�of�the
state's.�Normally,�there�would�be�a�constitutionally
created�leverage�limit,�which�is�the�total�bonds
backed�by�the�program�as�a�multiple�of�the�corpus.
Additionally,�there�are�rules�intended�to�protect�the
corpus.

Not�All�Programs�Are�Created�Equal
An�important�consideration�for�bondholders�should
be�the�differences�among�the�various�credit
enhancement�programs,�even�within�the�same
category.�Additionally,�there�are�some�instances�in
which�the�district�itself�is�rated�higher�than�the�state
that�backs�it.�This�would�usually�be�true�for�more
affluent�cities�with�better�funded�school�districts.�In
this�case�the�enhancement�provides�less�benefit.
Another�important�consideration�in�both�intercept
and�appropriation�programs�is�whether�the�support
from�the�state�is�provided�before�or�after�default�on
debt�service�from�the�district.�In�our�view�bonds�with
pre-default�assistance�from�the�state�are�stronger
than�the�alternative.�Intercept�programs�without�a�full
support�guarantee�or�with�no�coverage�requirement
of�state�aid,�or�those�programs�with�higher�risk

related�to�their�annual�appropriations�from�the�state,
in�our�opinion,�provide�the�weakest�enhancement
among�the�various�categories.�When�investing�in
bonds�backed�by�such�programs,�it�is�still�important
to�consider�the�credit�quality�of�the�underlying�school
district

Conclusion
While�the�purpose�of�state�credit�enhancement
programs�is�to�provide�a�safety�net,�the�degree
of�value�added�is�dependent�upon�the�type�of
support,�the�credit�quality�of�the�state�relative�to�that
of�the�issuing�district,�and�the�timing�of�the�cash
provided�state�for�debt�service.�Given�that�investors
understand�and�take�into�consideration�the�nuances
of�the�various�programs,�state�credit�enhancement
programs�are�an�effective�way�to�improve�the�quality
and�diversification�of�a�municipal�portfolio.

Listed�below�are�some�of�the�states�that�have�credit
enhancement�programs�and�the�categories�the
programs�fit�the�most.�Please�note�that�the�list�is
not�comprehensive.�To�check�if�a�bond�has�credit
enhancement�provided�by�the�state�or�to�find�out
updated�ratings�on�enhanced�bonds,�ask�your
financial�advisor,�as�ratings�may�differ�within�the
same�program�or�state.
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Analyst�Certification
I�certify�that�the�views�expressed�in�this�research�report
accurately�reflect�my�personal�views�about�the�subject�securities
and�issuers;�and�no�part�of�my�compensation�was,�is,�or�will�be
directly�or�indirectly�related�to�the�specific�recommendations�or
views�contained�in�the�research�report.
Brian�Therien,�CFA

Required�Research�Disclosures
Analysts�receive�compensation�that�is�derived�from�revenues�of�Edward
Jones�as�a�whole�which�include,�but�are�not�limited�to,�investment
banking�revenue.

Other�Disclosures
All�investment�decisions�need�to�take�into�consideration�individuals’
unique�circumstances�such�as�risk�tolerance,�taxes,�asset�allocation�and
diversification.

It�is�the�policy�of�Edward�Jones�that�analysts�are�not�permitted�to�have
an�ownership�position�in�the�credits�they�follow�directly�or�through
derivatives.

This�opinion�is�based�on�information�believed�reliable�but�not�guaranteed.
The�foregoing�is�for�INFORMATION�ONLY.�Additional�information�is
available�on�request.�Past�performance�is�no�guarantee�of�future�results.

In�general,�Edward�Jones�analysts�do�not�view�the�material�operations�of
the�issuer.

Diversification�does�not�guarantee�a�profit�or�protect�against�loss�in
declining�markets.

Credit�ratings�generally�represent�the�rating�company's�opinion�of
the�bond's�ability�to�meet�its�ongoing�contractual�obligations.�These
ratings�are�estimates�and�should�be�one�of�many�factors�considered
in�evaluating�fixed�income�investments.�These�ratings�do�not�address
suitability�or�future�performance.�N/A�indicates�no�rating�available.

The�Edward�Jones'�Research�Outlook�referenced�does�not�take�into
account�your�particular�investment�profile�and�is�not�intended�as�an
express�recommendation�to�purchase,�hold�or�sell�particular�securities,
financial�instruments�or�strategies.�You�should�contact�your�Edward
Jones�Financial�Advisor�before�acting�upon�the�Edward�Jones�Research
Outlook�referenced.

Edward�Jones�will�sell�to�or�buy�from�customers�on�a�principal�basis.

This�report�does�not�take�into�account�your�particular�investment�profile
and�is�not�intended�as�an�express�recommendation�to�purchase,�hold�or
sell�particular�securities,�financial�instruments�or�strategies.�You�should
contact�your�Edward�Jones�Financial�Advisor�before�acting�upon�any
Edward�Jones�Research�Rating�referenced.

Past�performance�is�no�guarantee�of�future�results.

If�you�sell�this�security�prior�to�maturity,�you�may�receive�more,�less,�or
the�same�dollar�amount�you�originally�invested�because�the�security's
market�value�may�fluctuate�over�time�due�to�various�market�factors�(e.g.,
interest�rates).

Before�investing�in�bonds,�you�should�understand�the�risks�involved,
including�interest�rate�risk,�credit�risk�and�market�risk.�Bond�investments
are�subject�to�interest�rate�risk�such�that�when�interest�rates�rise,�the

prices�of�bonds�can�decrease,�and�the�investor�can�lose�principal�value
if�the�investment�is�sold�prior�to�maturity.�The�value�of�bonds�fluctuates,
and�you�may�lose�some�or�all�of�your�principal.�Municipal�bonds,�while
free�from�federal�income�tax,�may�be�subject�to�state�and�local�taxes�and
the�alternative�minimum�tax�(AMT).

You�must�evaluate�whether�a�bond�ladder�and�the�securities�held�within
it�are�consistent�with�your�investment�objectives,�risk�tolerance�and
financial�circumstances.�Including�callable�bonds�may�increase�the
interest�rate�risk�of�a�bond�ladder.�Bonds�may�be�called�prior�to�maturity,
which�could�result�in�lower�yields�with�new�investments.
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